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In November 1984, the Government of Canada established its 
action plan for the Canadian economy: An Agenda for Economic 
Renewal. The Agenda underscored the need for a national process 
of economic renewal. Growth and job creation are the only durable 
means of meeting the challenge of social justice. And the spirit and 
substance of national reconciliation are required to meet the 
challenge of regional disparities and regional dislocations. 


Over the past two years, the Government has indeed acted. 
Concrete steps have been taken to reduce the deficit and slow the 
crippling build-up in national debt. In 1985-86 the federal deficit 
fell by $3.9 billion, a 10-per cent drop from the record deficit in the 
previous year. Wide-ranging initiatives have been undertaken to 
promote growth in the private sector and to stimulate entrepreneur- 
ship. And economic renewal is apparent. In 1985 economic growth 
in Canada considerably surpassed that of the United States and the 
performance of all other major countries in the OECD except 
Japan. Since September 1984, over 600,000 new jobs have been 
created. 


Economic renewal has benefited from the improved climate of 
federal-provincial cooperation and consultation. The First Minis- 
ters’ Conference on the Economy in Regina in February 1985 and 
the Annual Conference of First Ministers in Halifax in November 
1985 signalled the beginning of such annual conferences. Provinces 
are involved in the trade negotiations with the United States while 
the Minister of Finance, the Honourable Michael Wilson, will be 
consulting with provinces on questions of tax reform. 


This document reviews the economic and fiscal situation; the 
record is impressive. Yet, as the Government proceeds with 
fundamental reforms of our trading arrangements and tax systems, 
the ongoing need for fiscal responsibility remains clear. Remaining 
fiscally responsible is the continuing challenge required to sustain 


and enhance the economic growth that is the foundation of the 
nation’s social and regional economic support programs. In an 
increasingly competitive world, economic growth also requires that 
we build a more vibrant, competitive economy. 


The Economic Situation in Brief 
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Economic developments over the last year 


The Canadian economy performed well in 1985. The growth of 
real GDP was 4 per cent, the strongest among the major industrial- 
ized countries with the exception of Japan. Moreover, economic 
expansion was more balanced than in 1983 and 1984, with robust 
growth in consumer spending, business investment, and residential 
construction. Real growth was particularly vigorous in the second 
half of last year, averaging over 5 per cent. 


In early 1986 the collapse of international oil prices and the sharp 
fall in world grain prices administered a hard blow to key segments 
of the Canadian economy. Investment in the oil and gas industry 
was cut back, thus depressing real growth in Canada, as well as in 
the United States. The impact on our trade performance of slower 
U.S. growth was exacerbated by the slowdown in real growth in 
Japan and the major European economies in the first half of the 
year. With lower oil and grain prices and weakening world growth, 
the Canadian current account moved into a large deficit in the first 
half of 1986. 


Despite large cutbacks in investment in the oil and gas industry 
and the deterioration in our current account, real growth in the 
Canadian economy, bolstered by a build-up of inventories, averaged 
around 2% per cent at annual rates in the first half of 1986. 
Canadian economic growth was stronger than growth in the United 
States, Japan or France. 


The economic fundamentals in Canada are sound. The Canadian 
economy is well positioned for a strengthening of real growth as the 
world economy picks up in response to lower inflation and interest 
rates. Growth in labour costs and consumer prices is moderate, with 
good prospects for further improvements in Canada’s international 


competitiveness. Interest rates are at their lowest level in eight 
years. Consumer confidence is robust, and the financial position of 
the Canadian corporate sector is generally healthy, particularly in 
the non-resource area. 


These healthy fundamentals are reflected in key areas of the 
domestic economy. Housing starts are very strong, and urban, 
single-family starts reached a record level in the third quarter. 
Consumer spending has surged. Investment in the manufacturing 
sector is already well into its second year of very strong growth. The 
unemployment rate is at its lowest level since March 1982. 


CHART 1 


REAL GNP/GDP GROWTH 
OF MAJOR OECD COUNTRIES IN 1985 
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In 1985, real GDP grew much faster in Canada than in the 
United States and exceeded growth in all other major industrial 
countries with the exception of Japan. The latest survey of Canada 
by the OECD, the organization made up of the world’s 24 leading 
industrial nations, noted the very strong performance of the 
Canadian economy in 1985, with the growth in output being 
“among the highest in the OECD area” and “employment growth 
the fastest in the whole OECD”. 


CHART 2 


REAL GNP/GDP GROWTH OF MAJOR 
TRADING PARTNERS FOR THE FIRST HALF OF 1986 


per cent — annual rate 
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The pace of growth in the Canadian economy slowed in the first 
half of 1986, averaging 2% per cent at annual rates. But real 
growth in Canada continued to exceed that of most other major 
industrial countries, with only the U.K. and Germany experiencing 
more rapid growth than Canada. 
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CRUDE OIL PRICE 
(WEST TEXAS INTERMEDIATE) 
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The Canadian economy was hit by major external shocks in 
1986. From average levels near $31 (U.S.) per barrel in November 
1985, the price for West Texas intermediate crude oil plummeted 
over the first half of 1986 to below $11 per barrel in July before 
rebounding to a current price of about $15 per barrel. The sharp 
decline in oil prices has resulted in large declines in upstream oil 
and gas investment and contributed substantially to the large 
increase in the current account deficit in the first half of 1986. 


CHART 4 


WHEAT PRICE 
(U.S. GULF PORTS) 
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Wheat prices, in U.S. dollars, had been on a downward trend 
throughout the 1980s. However, with the onset of the grain dispute 
between the United States and the European Economic Community 
in early 1986, prices plunged as the United States and the EEC 
attempted to dispose of an excess supply of subsidized production. 
This situation has squeezed farm incomes and has had a negative 
impact on Canada’s current account. 


CHART 5 
UNIT LABOUR COSTS 
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Canada’s competitive position is strengthening. Unit labour costs 
are increasing more slowly in Canada than in the United States, our 
main trading partner. 


CHART 6 


INFLATION 
(CONSUMER PRICE INDEX) 


year-over-year percentage change 
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Inflation in Canada remains moderate. In 1985, the inflation rate 
in Canada was below the OECD average. Consumer price increases 
in 1986 have hovered around 4 per cent. 
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CHART 7 


SHORT-TERM INTEREST RATE 
(90-DAY COMMERCIAL PAPER) 
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Moderate inflation and improvements in Canada’s fiscal situation 
have facilitated declines in interest rates. Since September 1984 
interest rates have dropped by more than 3 percentage points. The 
prime rate now stands at 9% per cent, less than half what it was in 
1981 and the lowest it has been in eight years. Lower interest rates 
will continue to serve to boost spending by households and 
businesses. 
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CHART 8 


NON-RESOURCE SECTOR 
DEBT-TO-EQUITY RATIO 
(LARGE INDUSTRIAL CORPORATIONS) 


ratio 
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Strong growth in non-energy investment is supported by the 
healthy financial position of the non-resource sector of the 
economy. Debt-to-equity ratios are at their lowest levels in over 
nine years, allowing corporations to acquire affordable new debt to 
finance real investment. 
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CHART 9 
HOUSING STARTS 
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Housing starts surged in the third quarter of 1986, averaging 
219,000 units at annual rates — the highest level in eight years. 
The one-percentage-point drop in mortgage rates since February of 
this year has provided important support to the housing sector over 
the past two quarters. 
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CHART 10 


RETAIL SALES 
SEASONALLY ADJUSTED AT ANNUAL RATES 
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The pace of consumer spending has increased substantially over 
the last three years. Retail sales again rose strongly in July and 
August. The sharp decline in the personal savings rate, which 
dropped from a peak of around 18 per cent in the first quarter of 
1982: 104) 1 Qu perecent ini the second quarter“ mt 98 Oy reflects 
increased consumer confidence and lower interest rates. 
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CHART 11 


MID-YEAR BUSINESS INVESTMENT 
INTENTIONS, 1986 


year-over-year percentage change 


Total Energy Non Total 
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Total nominal investment spending is expected to be weak in 
1986. Although non-energy investment is expected to register a 
solid 8.7-per cent increase, the increased spending will be largely 
offset by expected large declines in energy investment. The year 
1986 will mark the second year of strong growth in non-energy 
investment spending, which is concentrated mainly in the manufac- 
turing sector. Manufacturing investment is expected to record an 
increase of over 26 per cent. 
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CHART 12 
THE UNEMPLOYMENT RATE 
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The strong performance of the domestic economy over the last 
two years is reflected in the record for job creation. Since Septem- 
ber 1984, over 600,000 jobs have been created. By October 1986 
the unemployment rate had fallen to 9.4 per cent — its lowest level 
since March 1982 and more than 2 percentage points lower than 
September 1984. 
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Economic prospects 


Economic growth is expected to strengthen in Canada and 
elsewhere as lower inflation boosts household purchasing power, 
and as lower interest rates bolster consumer and investor demand. 
Private sector forecasters surveyed by the Department of Finance in 
October expect: 


e real growth of around 3 per cent in 1986 and over 2% per cent 
iy LOST, 


e further gradual reductions in the unemployment rate as 
employment growth outpaces labour force growth; 


e inflation to remain around 4 per cent in spite of declines in the 
unemployment rate; and 


e lower interest rates in 1987 than in 1986, serving to encourage 
interest-sensitive sectors such as housing and_ business 
investment. 


October Survey of 17 Private Sector Forecasts 


Low Average High 


Real GDP Growth 1986 ox, 3.) 3.4 
1987 eS) 2EG ae 

Inflation (CPI) 1986 321 4.0 4.4 
1987 2.4 4.1 6.2 

Unemployment Rate 1986 9.6 WES 9.8 
1987 8.9 9.4 10.0 

90-Day Commercial 1986 8.4 | 9.6 
Paper Rate Bos, G.0 8.6 10.9 
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Over the medium term, most forecasters expect that real growth 
will exceed the growth of the economy’s potential, that the 
unemployment rate will drop steadily, and that inflation will remain 
near current levels or even decline further. All forecasters agree 
that the key risks to the medium-term outlook stem from fiscal and 
trade imbalances in the United States and certain other key 
industrialized countries. There is also much uncertainty regarding 
the likely course of commodity prices and the growth prospects for 
the resource sector of the Canadian economy. 
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The Fiscal Situation in Brief 
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Fiscal developments in 1985-86 


A central element of the Agenda for Economic Renewal was to 
regain control of the federal government’s finances. This commit- 
ment was an absolute necessity in light of Canada’s fiscal prospects 
in mid-1984: rising federal deficits and a rapidly growing stock of 
debt. Significant steps have been taken towards restoring fiscal 
responsibility since November 1984. And concrete results are 
apparent. 


The budgetary deficit of the government in 1985-86 was $34.4 
billion, down $3.9 billion from the record $38.3 billion registered in 
the previous fiscal year. This decline in the deficit was the first 
since 1979-80 and only the second since 1969-70. 


Control over government expenditures was the principal factor 
responsible for this turnaround. Program expenditures — that is, 
total spending excluding public debt charges — declined by $1 
billion, the first appreciable decline since the Second World War. 
The absolute decline in program expenditures was attributable 
entirely to a $2.8-billion decrease in non-statutory program 
spending, the component of spending over which the government 
has most control. This was the direct result of actions taken by the 
Government in the November 1984 Economic and Fiscal Statement 
and in the May 1985 budget, together with measures adopted 
during the course of 1985-86 to ensure that the expenditure targets 
were met. Expenditure reductions have benefited greatly from the 
recommendations provided by the Ministerial Task Force on 
Program Review. 


Growth in statutory spending was also restrained during 1985-86. 
The improvement in this component, which is largely demand- or 
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formula-driven, reflected primarily the improvement in economic 
activity as unemployment dropped and the inflation rate remained 
stable at about 4 per cent. 


Public debt charges continued to exert upward pressure on 
expenditure growth, although the rate of growth was substantially 
less than in previous years. 


All told, taking into account public debt charges, budgetary 
expenditures advanced by only 1.8 per cent between 1984-85 and 
1985-86. The magnitude of the Government’s achievement in 
controlling expenditure growth is best viewed in the context of the 
previous decade. Annual increases in budgetary expenditures over 
the previous ten years averaged in excess of 13 per cent. 


In summary, the financial performance of the Government in 
1985-86 was impressive. The most important achievements were the 
decline in the deficit, through expenditure reductions, and reduced 
non-statutory spending — clear indications of progress on the 
commitment to a five-year program of putting the Government’s 
fiscal house in order. 
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CHART 13 


BUDGETARY EXPENDITURES 
FISCAL YEAR-OVER-YEAR GROWTH 
PUBLIC ACCOUNTS BASIS 


percentage change 
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charges 


Non-statutory 
programs 
Statutory 
programs 


In the first full year of the Government’s mandate, 1985-86, total 
budgetary expenditures increased by only 1.8 per cent. This 
improvement directly reflected the substantial impact of measures 
adopted by the government to control its expenditures and to reduce 
the share of the overall economy occupied by federal spending. 
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CHART 14 


GROWTH IN PROGRAM EXPENDITURES 
CURRENT AND CONSTANT DOLLARS 
PUBLIC ACCOUNTS BASIS 


percentage change 
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Program expenditures — that is, all federal spending excluding 
interest on the public debt — actually fell by 1.1 per cent in 1985- 
86. In real terms, after adjustment for inflation, the situation is 
even more impressive. In 1985-86 program expenditures declined by 
over 5 per cent in real terms. 
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CHART 15 


CANADA-UNITED STATES 
DEFICIT COMPARISON 
NATIONAL ACCOUNTS BASIS 
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To provide a perspective on these fiscal results, it is instructive to 
compare recent Canadian fiscal performance with that in the 
United States. Using comparable OECD figures on a national 
accounts basis, the deficit in Canada declined by 1.4 percentage 
points relative to GDP between 1984-85 and 1985-86, whereas the 
deficit rose by 0.7 of a percentage point in the United States over 
the same period. 
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CHART 16 


CANADA-UNITED STATES 
COMPARISON OF CHANGES IN 
DEFICITS, REVENUES AND EXPENDITURES 
NATIONAL ACCOUNTS BASIS, 1985-86 


3 percentage of GDP 
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Note: Figures may not add due to rounding. 


The improvement in Canada’s fiscal position was predominantly 
a reflection of better performance on expenditures. Again using 
comparable OECD figures on a national accounts basis, total 
expenditures in Canada declined by 1.2 percentage points relative 
to GDP, while total expenditures rose by 0.5 of a percentage point 
in the United States. 
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CHART 17 


CANADA-UNITED STATES COMPARISON 
OF GROWTH IN PROGRAM SPENDING, 
NATIONAL ACCOUNTS BASIS 


percentage change 


GS Canada 
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For expenditures, the improvement in Canada’s fiscal position 
reflected control of program spending. On a national accounts 
basis, Canadian program expenditures declined by 0.1 per cent 
between 1984-85 and 1985-86; over the same period in the United 
States, program expenditures increased by 8.3 per cent. 
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Fiscal outlook for 1986-87 


The fall in oil and grain prices this year has hit some parts of 
Canada hard. Once again we have been reminded that we live in a 
nation strongly influenced by international economic developments. 
Our nation is also one of varying regional economic strengths and 
different economic endowments. One of the basic principles of our 
nationhood is that we respond in times like these to support regions 
facing particular economic difficulties. To a large extent this 
happens automatically in our fiscal framework, through both the 
tax system and our statutory spending programs. 


In addition, the Government has adopted discretionary measures 
to help the oil and gas industry. Last April, the Government 
announced an increased exemption for small oil and gas producers 
from the Petroleum and Gas Revenue Tax (PGRT). This was 
followed in early September by the announcement that the PGRT 
would end as of October | of this year. All told, the combined 
influence of lower international oil prices, weaker international 
growth and assistance to the energy sector means that revenues this 
year will be $2.5 billion lower than expected in the February 1986 
budget. 


Similarly, depressed international grain prices and the difficult 
climatic situation have required substantial increases in stabiliza- 
tion payments to farmers. Despite these unexpected developments, 
the Government intends to meet its target for program expenditures 
of $89.4 billion set out in the February budget. 


Notwithstanding the impact of international developments, the 
projected deficit for 1986-87, at $32 billion, is about $2% billion 
below that for 1985-86, establishing a solid two-year record of 
deficit reduction. This is the first consecutive two-year decline in 
the deficit since 1969-70. 
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The Challenges Ahead 


Since the beginning of its mandate, this Government has been 
committed to, and has acted upon, a comprehensive agenda for 
economic renewal. The agenda is a continuing one, and tax reform 
is a key part of it. 


Over the past two years a number of tax changes have been 
implemented. The corporate income tax base has been broadened 
by eliminating the inventory allowance and phasing out investment 
tax credits, while statutory rates are being reduced. The personal 
income tax system has been made fairer by eliminating many tax 
shelters and opportunities for tax avoidance and by introducing a 
minimum tax. Small business tax compliance was simplified by 
eliminating the dividend distribution tax. A review of our 
antiquated and discriminatory sales tax system was begun. 


On July 18, 1986, the Government announced that it was 
proceeding with a review of options for comprehensive tax reform. 
On October 23, 1986, the Minister of Finance released the paper 
Guidelines for Tax Reform in Canada. The Government is 
committed to the goal of a fairer, simpler and more efficient tax 
system that will encourage economic growth. 


The Government also remains committed to liberalized trading 
arrangements. Freer trade means more jobs and more productive 
jobs; it means secure access to foreign markets. Bilateral negotia- 
tions with the United States are proceeding, and Canada will be an 
active participant in the multilateral GATT negotiations this fall. 
Events of recent months serve only to underscore the need for 
secure access and liberalized trade in a time of increased protection- 
ist sentiment. 


But protectionist elements and economic uncertainty have to be 
viewed in the broader context of large imbalances in the interna- 
tional economy: large fiscal and current account deficits in the 
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United States; large current account surpluses in Japan and 
Germany; high real interest rates and a dramatic realignment of 
currencies; and high and rising unemployment in Europe. There are 
hopeful signs that progress is being made in addressing the existing 
trade imbalances among major OECD economies, but these 
imbalances cannot be resolved overnight — it will take a deter- 
mined, sustained and coordinated effort over the medium term. A 
cooperative spirit has emerged among the major industrialized 
countries organized in G-7. Canada now has an active role in this 
forum and will work hard to ensure that a cooperative approach to 
resolving international trade and fiscal imbalances is pursued. 


Tax reform and freer trade are important structural changes. Yet 
we should not lose sight of the importance of adhering to fiscal 
responsibility. The Government remains firmly committed to the 
principles of its five-year fiscal plan: 


¢ to reduce growth in the national debt to no more than the 
growth in the economy; 


¢ to achieve continuing, sizable year-over-year deficit reductions: 


e to ensure substantial year-over-year reductions in the govern- 
ment’s financial requirements; and 


e to ensure that the greater part of the progress is achieved 
through expenditure restraint and good management. 


Adherence to fiscal responsibility is essential to the achievement 
of durable growth and the creation of permanent productive jobs. 
Economic renewal in turn provides us with the flexibility to respond 
to the needs of Canadians in an effective and fair way. A strong 
economy and a healthy fiscal situation were, and again must be, the 
cornerstones of our social system, a system of which Canadians are 
justifiably proud. 
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